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Abstract 
International Financial Reporting Standards require entities to primarily present consolidated financial statements. When the 
relationship of control is identified, the investor consolidates all controlled entities and presents financial statements for the 
whole group as if it was a single economic unit. Since the process of preparation and issuance of consolidated financial 
statements imposes huge costs, there are certain reliefs to be applied both from consolidating every subsidiary and from 
obligatory presentation of consolidated financial statements. The article analyses the conditions under which consolidation 
exemption may be applied by the companies together with development this topic has undergone in recent years. Subsequently, it 
discusses reasoning of those exceptions and their impact on information needs of users of financial statements. 
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1. Introduction 
International Financial Reporting Standards require entities to present primarily consolidated financial 
statements. That is, when the relationship of control is identified between companies, the reporting entity 
consolidates all the companies it controls and prepares consolidated financial statements for the whole group, where 
the parent and its subsidiaries are presented as a single economic unit. There are however certain reliefs both from 
the requirement to consolidate all subsidiaries and from the obligatory presentation of consolidated financial 
statements.  
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The aim of this paper is to analyze each of the possible consolidation exemptions. For the purpose of the article, 
reliefs from consolidation have been divided into two major classes; each is analyzed in a separate section. Focus is 
given mainly to currently available exemptions, explaining the reasons for their acceptance and describing 
conditions that must be fulfilled in order to apply those exemptions. Since the possibilities to apply consolidation 
exemptions have undergone development in recent years, major changes are summarized. Conclusion of the article 
presents impact of the exemptions on the companies in respect of cost-benefit analysis and on the information needs 
of users of the financial statements. 
2. Consolidated financial statements 
Principles and basic characteristics for preparation and presentation of consolidated financial statements are given 
in IFRS 10 Consolidated Financial Statements. This relatively new standard has introduced control concept as the 
basis for consolidation (Zelenka and Zelenková, 2013 or Nobes, 2014). From the investor’s point of view, control is 
defined as the right to variable returns from the involvement with the investee together with the ability to affect 
those returns through the power over the investee. The controlling entity, the parent, is then required to prepare and 
publish consolidated financial statements for the whole group, including the assets, liabilities, equity, income, 
expenses and cash-flows of the parent and entities it controls, the subsidiaries.  
At the same time, standard offers several exceptions from the above mentioned rules where, in spite of the 
existence of control, consolidation is not required.1 This article distinguishes following types of exception from 
consolidation: 
x the controlled entity is not consolidated but at the same time, consolidated financial statements are presented by 
the parent company, or2 
x consolidated financial statements are not presented by the parent company.  
3. Exemption from consolidation of a subsidiary 
Existing rules give no possibility not to consolidate a subsidiary once a definition of control is fulfilled (compare 
Dolan and McGowen, 1986). In this case, there is no difference between current standard IFRS 10 and its ancestor 
IAS 27. Historically, the previously applied standard IAS 27 used to include several situations, where the 
consolidation of a subsidiary was not necessary. In course of years, the IASB, standard-setting body of IFRS, 
decided to remove those exceptions. Since 2003 and 2004 respectively, they are no longer applicable. The 
exceptions and reasons for their removal are discussed as follows: 
3.1. Severe long-term restrictions impairing ability to transfer funds to the parent 
If the operation of the subsidiary was under severe long-term restrictions that led to difficulties in transferring 
funds (i.e. dividends) from the subsidiary to its parent, according to IAS 27 the subsidiary could be excluded from 
the scope of consolidation. The exclusion was later deleted from the standard explaining that once the parent 
observed obstacles in its ability to transfer and use funds of the subsidiary, the question was whether the control (at 
that time defined as the power to govern the financial and operating policies of an entity so as to obtain benefits 
from its activities) over the subsidiary was still present. If the restrictions were strict, the relationship between 
companies would not meet the definition of control and therefore the derogation from the consolidation principle 
became irrelevant.  
 
 
1 More precisely, in certain cases, consolidation is not required whereas in other situations, consolidation is forbidden and different principles 
are applied to account for controlled entities. Those will be described further in the article. 
2 Regardless of the situation when there is only one investee, in which case the parent will only present financial statements for itself (neither 
consolidated nor separate financial statements).
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Should the subsidiary operate under restrictions that were less severe, the conditions for the scope exemption 
would have not been met and it must have been consolidated. Consequently, the exemption was found unnecessary 
and was deleted from the standard during its 2003 revision. 
3.2. Temporary control 
Another exception from the scope of consolidation dealt with a subsidiary that was acquired for temporary period 
only. If the management’s intentions were to dispose of the subsidiary within twelve months of its acquisition and 
the buyer was actively sought, the subsidiary was not consolidated in the financial statements of the parent. The 
subsidiary within the scope of the exemption was instead measured at fair value in accordance with IAS 39 
Financial Instruments: Recognition and Measurement.  
During the preparation of the new standard regarding assets held for sale and discontinued operations, it was 
decided that the exception would no longer be applicable. Similar exception had recently been removed from the US 
GAAP (US Generally Accepted Accounting Principles). US standard-setters explained the change in the rules by the 
need for consistency. That is to say, all subsidiaries should be consolidated and all assets and disposal groups held 
for sale should be measured in the same manner. IASB adopted this reasoning and decided to apply similar rules for 
at that time new IFRS 5 Assets held for sale and discontinued operations. 
IFRS 5 became effective in 2005. It has introduced new rules for the measurement and presentation of assets held 
for sale and discontinued operations and amended above other things also IAS 27. The consolidation exception for 
the subsidiary acquired with a view of short-term disposal was withdrawn. Since 2005 such a subsidiary company 
has to be consolidated using all the rules that are applicable for consolidated financial statements. Items from 
income statement and statement of financial position of the subsidiary are aggregated with those of other companies 
in the group and intragroup transactions and balances are eliminated.  
At the same time IFRS 5 states that a subsidiary acquired exclusively with a view to resale that has either been 
disposed of or is classified as held for sale meets the definition of discontinued operation. Presentation and 
measurement of the subsidiary is then subject to requirements of IFRS 5. In the income statement, after-tax profit or 
loss of discontinued operation is presented as a single amount, rather than aggregating the items with those of other 
companies in the group (Tomes and Venter, 2005).3 This separates any items of income that resulted from 
discontinued operation from those of continuing operations. Further analysis of income from discontinued operation 
for the subsidiary acquired with a view to resale is not required.4 As the subsidiary also meets the definition of a 
disposal group held for sale, presentation of assets and liabilities is specific as well. In the statement of financial 
position, assets and liabilities of the disposal group are separated and presented as two single amounts – in current 
assets and liabilities respectively. When the consolidation exception was valid, investment in the subsidiary was 
presented as a single number in current assets. 
As far as measurement is concerned, disposal groups are carried at lower of fair value less cost to sell and their 
carrying amount. Under consolidation exception, it was measured at fair value in accordance with IAS 39 Financial 
Instruments: Recognition and Measurement. When a new subsidiary is acquired in a business combination, the 
assets should be primarily recognised at fair value together with the calculation of goodwill. Immediately, the 
measurement of the assets that form the disposal group should change to fair value less cost to sell with possible loss 
recognised in income statement. Instead, IFRS 5 allows for assets acquired in a business combination that meet the 
criteria to be classified as held for sale to be measured initially at fair value less cost to sell. 
 
 
3 The amount also comprises gain or loss from measurement of the discontinued operation to fair value less cost to sell e.g. if impairment has 
been identified. Has the subsidiary already been disposed of, after tax gain or loss on disposal is also a part of the presented amount. 
4 The relief from disclosure requirements is only applicable in this specific case. Otherwise, entities need to present a breakdown of the single 
amount in the income statement or in the notes, together with the analysis of items of cash flows attributable to discontinued operations.
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To sum up, consolidation exception of a subsidiary under temporary control is no longer applicable under IFRS. 
Although it has to be consolidated, measurement and presentation of items related to that subsidiary emphasise that 
characteristics and timing of cash flows differ from those subsidiaries forming part of continuing operations. 
3.3. Insignificance of a subsidiary 
Even though it is not mentioned explicitly anywhere in the standard it can be possible to exclude the subsidiary 
from the scope of consolidation because of its immateriality. According to the Conceptual Framework for Financial 
Reporting, which sets the essential concepts of IFRS statements, the information is considered to be immaterial if, 
when omitted, it would not influence decision the users make about the entity based on the financial statements. 
Since the concept of materiality is valid throughout all standards it may also be applied when deciding about 
consolidating a subsidiary, as mentioned e.g. by Zelenka and Zelenková (2013) or Hornická and Vašek (2012).  
The Framework does not specify materiality quantitatively as it differs between companies. An entity therefore 
has to find reasonable measures when information can be considered immaterial. It has to be pointed out that 
materiality should be regarded separately as well as in aggregation – a subsidiary may be individually immaterial 
but omitting 20 immaterial subsidiaries from consolidation could have impact on the usefulness of the financial 
statements.5  
4. Exemption from preparing consolidated financial statements 
Currently, IFRS 10 contains three situations under which a parent company need not present consolidated 
financial statements. Those are to be discussed in the next paragraphs: 
4.1. Parent company on an intermediate level 
A relief from presenting consolidated financial statements is provided to a parent company that is a part of a 
superior consolidated group. The rule was carried over to IFRS 10 from IAS 27 where it was previously also 
included. 
In order for the exemption to be applied by the intermediate parent, several conditions have to be met: 
x The parent company is a subsidiary of another entity. If it is not a wholly-owned subsidiary, owners forming non-
controlling interest have been informed and have to objections to the parent not presenting consolidated financial 
statements.6 
x Debt or equity instruments issued by the parent company are not traded in public market; nor did the company 
file the financial statements with a regulatory organisation for the purpose of issuing instruments in the public 
market. 
x Ultimate or any intermediate parent of the company produces consolidated financial statements prepared in 
accordance with IFRS that are available for public use. 
The exception is available to every company that fulfils all the conditions. As the process of consolidation is 
demanding and time-consuming, it would not be reasonable to insist on every parent to prepare consolidated 
financial statements. Mainly vertically arranged groups may profit from this exception. To point out, IAS 28 
 
 
5 An example of the principle of materiality can be found in financial statements of the Bayer Group. As at 31 December 2013 the parent 
company Bayer AG did not consolidate 79 out of the total number of 368 subsidiaries due to immateriality. In aggregate those subsidiaries 
formed less that 0.2 % of the total assets and less than 0.3 % of the Group sales. 
6 During the revision of IAS 27 in 2003 a discussion was raised as to whether the exemption should be applicable to an intermediate parent 
company that is not wholly-owned. Draft formerly required that all non-controlling interest owners agreed in order for the exemption to be 
available. Consequent to the objections raised by the respondents to the draft, it was clarified it should be sufficient that non-controlling interest 
owners are informed and have no objections.  
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Investments in Associates and Joint Ventures contains similar rule for equity method, which need not be applied in 
case the investor meets the requirements described above. 
4.2. Employment benefit plan 
IFRS 10 is not used for post-employment benefit plans and other long-term employee benefit plans within the 
scope of IAS 19 Employee benefits. This presents a new requirement which it was not mentioned previously in IAS 
27.7 No guidance is given as to how this sentence is to be understood (Ernst & Young, 2013). As it is included in the 
scope exemption it could be suggested that benefit plans in control of an investee need not consolidate or present 
consolidated financial statements.  
SIC-12 Consolidation – Special Purpose Entities which was previously used to decide whether an investor 
controls a special purpose entity however excluded benefit plans from its scope.8 This implies benefit plans were not 
considered to be special purpose entities and were not consolidated by the company – sponsor. The scope exclusion 
in IFRS 10 interpreted in a similar manner would lead to conclusion that benefit plans as investees are not 
consolidated by the parent company. Further investigation and clarification of the requirement is yet to be 
undergone.  
4.3. Investment entity 
Certain companies invest in other entities with no intention to either exercise control or hold an investment for an 
unlimited time period. Instead, their aim is to use advantage of the changes of the fair value of the investments or 
earn an investment income (i.e. from dividends). Hedge funds, mutual funds, private equity funds or venture capital 
organisations may be examples of those companies that are denoted as investment entities. 
As opposed to the requests of IFRS adopters, the IASB had for a long time not allowed consolidation exception 
for investment companies arguing that information needs of the users were best fulfilled when the parent entity 
presented consolidated financial statements (compare Singleton, 2000). To underline, IAS 27 even contained 
paragraph stating that a subsidiary is not excluded from consolidation simply because the investor is a venture 
capital organisation, mutual fund, unit trust or similar entity.9  
During the project on consolidation when the exposure draft on IFRS 10 was introduced, it proposed no change 
to consolidation exception for investment companies. Respondents to the exposure draft again expressed their 
opinion that investment companies should be able to measure investments at fair value. Arguments in favour of fair 
value measurement explain that information about the fair values of the investments presents more relevant 
information to the users of the financial statements. In such statements they are able to clearly identify financial 
position, performance and cash flows of the investor and results derived from possession of, and transactions with, 
the investments. In consolidated statements on the other hand, information are aggregated for investment company 
and its subsidiaries which makes it difficult for interpretation as subsidiaries are not held for their assets and 
liabilities, financial performance or cash flows.  
Repeated respondents’ requests together with the continuous convergence process of IFRS and US GAAP, where 
the exception for investment companies had already been available, led to the project on Investment Entities. As a 
result of the project, in October 2012 IASB issued amendments to IFRS 10 presenting exception from preparation of 
 
 
7 Benefit plans were however mentioned in SIC-12 Consolidation – Special Purpose Entities. This topic is discussed in the following 
paragraph. 
8 SIC-12 was withdrawn with the issuance of IFRS 10. IFRS currently do not use the term „special purpose entities“. Term „structured 
entities“ is used instead.  
9 As opposed to investment in such associates or joint ventures, that could at the same time and under equal conditions be measured at fair 
value, not using equity method. 
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consolidated financial statements for investment entities. Instead of consolidating, investment entity measures 
majority of its subsidiaries at fair value.  
According to the standard, parent is considered to be investment entity if it fulfills the following characteristics:10 
x obtains funds from one or more investors and provides those investors with investment management services, 
x business purpose is to invest solely for returns from capital appreciation, investment income or both, and 
x measures and evaluates the performance of its investments on a fair value basis. 
Apart from these, there are other typical features of the investment entity. They offer enhancing proof that a 
company meets the requirements to be considered an investment entity but are not inevitable and include: 
x more than one investment, 
x more than one investor, 
x investors that are not related parties of the entity, and 
x ownership interests in the form of equity or similar interests. 
Consolidation exception for investment entities is not an option each company that meets the characteristics of an 
investment entity is required to measure its investments in subsidiaries at fair value through profit or loss.11 New 
rules for investment entities must be applied in accounting period beginning 1 January 2014 or later.12 Application is 
retrospective; therefore comparative information from previous periods must be restated as if fair value basis of 
accounting for interests in subsidiaries had always been used. As a result, investment entity then presents separate 
financial statements as its only financial statements. Only case when a subsidiary of an investment entity is 
consolidated is an investee that provides additional services to investors that relate to the investment activities of 
an investment entity.  
Table 1 illustrates the main differences between consolidated financial statements and statements prepared by the 
investment entity: 
Table 1. Consolidation versus Fair Value Measurement of Interest in a Subsidiary 
Situation Consolidated financial statements Investment entity financial statements 
Acquisition of a subsidiary Acquisition method of accounting 
according to IFRS 3 applied. 
IFRS 3 not applicable. 
Parent’s interest in a subsidiary Eliminated against equity of a subsidiary Remeasured to fair value through 
profit or loss (on a regular basis). 
Not wholly owned subsidiary Non-controlling interest recognised in 
equity. 
Only portion of interest held in a 
subsidiary is recognised. 
Intra-group transactions and balances Fully eliminated. Not eliminated. 
Assets and liabilities of a subsidiary Fully aggregated with assets and 
liabilities respectively of a parent. 
Not shown in parent’s financial 
statements. 
Dividends from subsidiary Eliminated from revenues of a parent to 
retained earnings of a subsidiary. 
Recognised as revenue by parent. 
Cash flow statement Aggregated cash flows for a parent and a 
subsidiary. 
Acquisition and loss of interest in a 
Only cash flows of parent reported. 
Acquisition and loss of interest in a 
subsidiary are part of operating 
 
 
10 Initially exposure draft included 6 criteria to comply with in order to qualify as an investment entity. Those were later reduced in the final 
text of the amendment as they were considered to be too strict.
11 Similarly, investments in associates and joint ventures are also measured at fair value through profit or loss. In this case, the use of equity 
method is not allowed. Consistent with one of the characteristics for investment entity, it is anticipated that the entity uses fair value also for 
measuring investment property in accordance with IAS 40 and other financial instruments in accordance with IFRS 9 or IAS 39 respectively. 
12 For companies in European Union, only standards that have been adopted by the European Commission and have become part of European 
legislation are to be applied. Investment entities amendment has undergone an endorsement process and was published in Official Journal. Here, 
the date of initial application is identical to the IASB date, i.e. accounting periods beginning 1 January 2014 and later.
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subsidiary are part of investing activities. activities. 
Impairment of interest Impairment testing of cash-generating 
units with goodwill carried regularly.  
Eventual impairment included in fair 
value measurement. 
Loss of control Deconsolidation applied. Gain or loss on 
a loss of control comprises selling price 
less parent portion of net assets of 
subsidiary less goodwill. 
Gain or loss comprises selling price 
less fair value of the interest. 
Source: compiled by the author from currently applicable IFRS 
At the acquisition of the interest in subsidiary, IFRS 3 Business Combinations and acquisition method is not 
applicable and the interest is measured at fair value (methodology of fair value measurement can be found i.e. in 
DvoĜáková, 2011a or Danbolt and Rees, 2008). Should the fair value of an investment differ from the transaction 
price, the difference is recognised as profit or loss. Any changes in fair value of an investment are also recognised in 
profit or loss. As for the measurement of interest in subsidiaries, their fair value should be determined in accordance 
with IFRS 9 Financial instruments. Since the date of mandatory adoption of IFRS 9 is currently for the accounting 
periods beginning after 1 January 2018, if IFRS 9 is yet to be adopted, an alternative is to determine the fair value 
using IAS 39. 
A question is raised as to what should be considered as a unit of account when measuring fair value of an 
investment. The two possibilities include individual financial instrument within the investment or investment as a 
whole. In recently published material , IASB (2014c) prefers latter of those and proposes amendments to IFRS 10 
making it clear that for an investment quoted in an active market, the fair value is calculated as the quoted price 
multiplied by the number of the financial instruments making up the investment. The proposed changes are currently 
in project stage and must be monitored because alterations to the amendments are possible. 
In order to meet the information needs of the users, investment entity is subject to obligatory disclosure as 
required by IFRS 12 Disclosure of Interests in Other Entities. Even though separate financial statements are out of 
the scope of IFRS 12, as is stated in paragraph 6 of the standard, whole section devoted to disclosure of interest in 
unconsolidated subsidiaries by investment entities suggests that it only appears to be a question of inconsistent 
wording and IASB intended the disclosure to be applicable by all investment entities. Moreover, entity need fulfil 
disclosure requirements of IFRS 7 Financial Instruments: Disclosures and IFRS 13 Fair Value Measurement to 
provide details about fair value of the investments and manners fair value is measured.  
Investment entity may be itself in a position of a subsidiary with an ultimate or a higher-level parent. When 
considering how a parent of an investment entity should account for its interest in such a subsidiary, it has to be 
distinguished between: 
x Investment entity parent of an investment entity subsidiary 
In this case, the parent is eligible to apply fair value accounting and measures its interest in investment entity 
subsidiary at fair value. 
x Non-investment entity parent of an investment entity subsidiary 
For non-investment entity parent, it is not possible to retain fair value accounting as applied by its investment 
entity subsidiary. Interests in all subsidiaries must be consolidated. In such situation, when exception from 
paragraph 4.1 for an intermediate parent is not applicable, both consolidation and fair value accounting base need to 
be used when preparing financial statements on different levels within one group. By this rule, IASB purported to 
avoid structuring possibilities because different outcomes would be reached for an investment held directly by the 
parent or indirectly through an investment entity. On the other hand, it is another obstacle in convergence process 
between IFRS and US GAAP since US GAAP require continuing with fair value accounting by the investment 
entity parent. It is also on contrary with the situation when non-investment entity investor invests into investment 
entity associate or joint venture - as IASB (2014a) has recently explained, in this case investor need not unwind fair 
value measurement used by investment entity investee. 
Yet another question arises in connection with exception from preparing consolidated financial statement as 
described in paragraph 4.1. Conditions for that exception include amongst other a superior parent that produces 
consolidated financial statement prepared in accordance with IFRS. Investment entities do not present consolidated 
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financial statements. It would suggest that their subsidiaries are not allowed to take advantage of the exception. 
IASB (2014b) therefore decided to modify the text of IFRS 10 and in an amendment from December 2014 clarified 
that separate financial statements presented by investment entity parent are sufficient to meet the conditions for the 
discussed exception.  
5. Conclusion  
The adoption of IFRS 10 Consolidated Financial Statements has introduced unified concept of control used in 
determining whether relationship of control exists between companies. When the existence of control is identified, 
investor is required to present consolidated financial statements. Main purpose of financial statements is to provide 
existing and potential investors with useful information about the reporting entity. Information needs of the users are 
met by relevant information represented faithfully in the financial statements. At the same time, companies must 
expend cost in order to collect and present that information. Comparison of costs of information and benefits they 
have poses certain boundary for financial reporting known as a cost constraint.  
When consolidated financial statements are regarded, the idea of cost constraint has led to certain exceptions 
while applying control concept. First of all, it is possible not to consolidate a subsidiary company due to its 
insignificance. During years, the scope of consolidation exceptions for a subsidiary has narrowed. Formerly, there 
was a wider range of situations when consolidation of a subsidiary was not obligatory, such as severe restriction in 
control or temporary control. Both of those have been withdrawn. In respect to the latter, there are however now 
specific ways of presentation in financial statements.  
Secondly, IFRS 10 contains a relief from presenting consolidated financial statements for parent companies that 
are a part of a larger group for which consolidated statements are presented. In recent years, long anticipated 
consolidation exception for investment companies has finally been introduced. Parent company that meets the 
definition of an investment entity now measures its interests in subsidiaries at fair value instead of consolidating 
them. Since consolidation exception for investment entities has been in practice for a limited period of time, its 
impact on financial statements of companies is yet to be analyzed further in the future. 
Based on the analysis provided it the article, consolidation exceptions under IFRS ensure, that companies need 
not impose excessive costs they would face were the exceptions not available. At the same time, usefulness of the 
information presented is not interfered. On contrary, with investment entities now able to account for their 
investments at fair value, relevance of information is expected to rise. 
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